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I 

1. Introduction 

From August. 1987 until May, 1989, Pennsylvania sought, first through a blue-ribbon Local !a\ 
Reform Commission, and then through a constitutional amendment in 1989, to reform its system ol 
local finance. The 1987 9 effort to reform Pennsylvania's local tax structure is one of a long line ol 
(failed] efforts to reform the manner in which 500 school districts. 67 counties, and bettei than 25<Ni 
municipalities provide various public services to 12.000,000 Pennsylvanians 

The new wave of interest in improving k-12 educational quality will necessarily turn to imprcninj: 
the wav in which we locally finance our public schools It is my conjecture that any serious attempt 
to deal with local school taxing powers will ultimately raise questions of how general governments 
should finance themselves, since all draw resources from the same taxpayers. 

The purpose of this paper is: 

1 to provide a restatement of the normative reform framework of the 1987 Commission 1 
which may be of general, analytical interest; 

2 to compare the desired structure to current Pennsylvania local tax law; 

3. to discuss the sort of real world considerations which arose during the legislative debate: 
and. 

4. to discuss why the constitutional amendment was defeated by the electorate in May. 1989. 

2. Local Finance Reform Goals and Pennsylvania's Current Local Finance Laws 

2.1. Goals of A Good Local Tax Structure 

As is oft-stated, a good tax system should be predictable, administrable. provide adequate revenues, 
and be economically neutral. Also, it should achieve socially agreed upon distributional objectives, and 
match the method of finance to the type of public service being provided. It is this last normative 
criteria which requires elaboration when local tax reform gets discussed. 

It is commonplace to attempt to link the benefits received from certain public services to a pseudo 
tax price. For a broad class of municipal services which benefit primarily property, the lexal piopciix 
tax. levied at a proportional tax rate, is the most appropriate revenue instrument. For services such ;is 



See The Final Report and Recommendations of the Pennsylvania Local Tax Reform Commission. IHarrishur^. Penns\ Ivhiim 
Commonwealth of Pennsylvania, November 6. 1987 
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fire and police, the primary benefit received is the protection of property It fo'lows that the value of 
the property is an appropriate barometer of the amount of services enjoyed, and the propoitional 
property tax is the appropriate form of finance. Other municipal services of narrow benefit can and 
should be priced and fees levied. 

Where income redistribution or the provision of a merit good such as education is the majoi 
motivation for public service provision, then a broad-based, ability-to-pay revenue source i^ 
appropriate For a variety of administrative and efficiency reasons. I find the local income tax to he 
superior to the local sales tax as such a revenue instrument. 2 

In both the case of municipal services and various types of merit goods, there is an argument foi 
state financial support. In the case nf municipal services. s*atc aid. or general revenue sharing, is 
appropriate in recognition of 1] tax exempt property which limits property tax revenues, and 
paticularly impacts older, central cities, and 2] non-resident/commuter use of municipal services 
Older, central cities have disproportionate numbers of hospitals, religious institutions, and state and 
federal buildings, and typically hav* significant numbers c f commuters. 3 If municipalise* can nm 
extract pseudo-property taxes from tax exempt property and can not tax commuters, they will be forced 
to chronically over-tax residents and property within their boundaries with attending departures of 
mobile people and resources. The alternative, of course, is for state revenue sharing and some form 
of commuter taxation. 

In the second case, the argument is that the state should levy sales and/or income taxes, and 
provide support for a baseline education level throughout the state with matching beyond the 
foundation level that is inverse with the ability to pay of each school district At the local level 
schools should use the local income tax to pay for their portion of the costs of education, and 
governments v hich engage in the provision of health care, children's services and othei forms ol 
income redistribution should also use the income tax. 4 



Administration ol the local use portion of a local sales tax is typically impossible, ami am grograplm dispcision ol s«ks 
tax rates will lead to diversion of shopping activity to the lesser taxing area See Due and Mikescll|198J| 

^For example, about 150,000 people work and live in Pittsburgh, and anoiher 150.000 work in Piushitich Htul Mm miisi«l. 
M In Philadelphia, the figure is large, but the overall proportion is smaller 

4 

The inclusion that schools should use a local income tax follows regardless ol uhcthci oi mil one Min<*> In dmm 
vouchers etc What is being deduced here from first principles is how the aggivgaie ih\ sum loi h IikjiI ilisimi is n*llni»d 
and noi how that sum should be used to achieve desired performance That is a separable m.iiiei 
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This simple framework argues for schools being financed by the state for the foundation portion of 
education costs, and argues for the local, additional amount being financed by a local income tax. and 
matched with state aid which variV inversely w J th. say, percapita taxable income 5 

The framework also argues for municipalities being financed by property taxes and fees, locnl 
income taxes being used for health and human services they provide, and computer taxes which 
would, for administrative reasons, be levied on commuter earnings at a rate sub; tartiallv below thr 
rate on resident income. Identical remarks follow for the structure of county finances 

Finally, the framework argues for state aid to municipalities in recognition of tax exempt piopoth 
and. if local commuter taxation is [politically] infeasible. then state aid is needed again 

2.2. Pennsylvania's Local Tax Structure 

6 Pennsylvania, like most states, allows school districts, municipalities and counties to all use the 
property tax For school districts, property taxes For counties, this is the only tax source they have 
By the mid. 1980 s a substantial portion of county budgets (10-20%) were devoted to health and 
human services as a result of various state mandates and withdrawal of federal support. 

Municipalities and school districts share two important revenue sources: I] the earned income tax 
and 2] the real estate transfer tax. Generally, the earned income tax rate can not exceed \% overall 
and the real estate transfer tax can not exceed 1%. If a municipality does not levy a resident earned 
income tax. the place of employment may do so at its resident rate. Around Pittsburgh, all 
municipalities levy a .5% wage tax. and alP school districts levy a .5% wage tax. The local earned 
income tax is typically 10 to 15% of local school taxes. 

It is interesting to note that the principal of using local income taxes to finance local services i^ 
well established in Pennsylvania. Pennsylvania's school districts and municipalities, which comprise 
4.9% of the U.S. population, collected 17% of total local wage and income taxes nationally 

Special rules exist for home rule municipalities, and for Philadelphia and Pittsburgh which 



v This view is somewhat different than that found in much of the educational finance litei attire vwmh adduce* \s,i\k ■ • 
equalize the eflecis of local reliance on the property tax See. Cohnfl979|. Chaptei 10. ami tin- lelciemcs ilieiun loi ,i i<tin< 
of the tiaditional approaches to achieving improved equity in school finance 

*The discussion below is obviously a simplification of whal has become an enornunislv complex system of luxation th,«i • 
scattered across many enabling statutes and various classes of boroughs, townships, and cities, and vaiiotis classes of cciiiiiiin 
and school distiicts It captures, however, the essential flavor of this diveisitx Sec. lot example PcnnsiKanid F,» 
Commission |1981| and Local Government Commission |1989| for more complete treatments of curtent Ian and An I4S 
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essentially permit municipal wage tax rates above .5%. and allow both Pittsburgh's school and 
municipal wage tax rates to be above 1%. Under special taxing laws. Philadelphia can do essentials 
whatever it wants to. Philadelphia's special status is discussed extensively below. 

In addition, local municipalities and school districts in Pennsylvania can levy an occupational 
privilege tax which is a tax on the value of the occupation of the person. This form of finance is 
most prevalent in Central Pennsylvania. It violates any principal of equity one might appeal to. and is 
widely disliked. In some school districts it is as much as 25% of total local school taxes 

Only Philadelphia levies a commuter tax of any consequence: nonresident workers must pa\ 
4.3125% of wages and self-employment income to the City. 

3. From Simple Design Principles to Operational Legislation: into the Political Tar 
Pit 

The local tax reform proposal which was proposed by the blue-ribbon commission, and the onr 
enacted by the General Assembly and signed by Governor Casey embodied many of the above design 
principals. Moreover, it was designed to move school finance reliance away from the property tax and 
to the income tax, and consequently provide significant tax relief to the retired and the elderly. 7 The 
question naturally arises, then, why did the reform package fail before the electorate? After all. if 
one structured an operational proposal that would replace much of local school property taxes with 
local income taxes, it should have been appealing to at least elderly home owners. Also, one would 
presume that business would support the reduction in property taxes since they are major local 
property tax taxpayers. 

Yet. what finally got proposed and passed through the Pennsylvania General Assembly ultimately goi 
stuck in the political tar pit and never successfully came out. It was opposed by the elderly and ai 
le?st in part by the business community. For those who find the conceptual frameuork attractive 
and the defeat at the polls disappointing, the failure to make a succesful link from the drawing boaul 
to public consideration is of more than passing interest. 

To explain what happened requires: I] an appreciation of the constraints imposed during the design 
of the reform, and 2] an understanding of the two political tar pits which have faced local ta\ 
reformer enthusiasts in Pennsylvania for the last quarter of a century. The interaction of these issues 
ultimately forestalled successful adoption. 



Pennsylvania does not lax ■ etiremcnt income under its income tax 
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3.1. Some Initial Constraints 

The following confronted the well-intentioned in Pennsylvania in 1987 as well those involved in 
earlier attempts: 

I a constitutional uniformity clause which precludes progressive rates of taxation and 
precludes classification of any sort in the real property tax: 8 

2. a broad agreement among Democrats and moderate and some conservative Republican* 
that: a] a decreased reliance on local school property taxes, and b] an increased leliancc 
on personal income taxes could not shift the incidence of local tax support of education 
towards households and away from business: 

3. a continued position by suburban Philadelphia's^ state representatives and senators that 
local tax reform could not occur without substantially lowering the commuter tax on 
suburbanites working in Philadelphia and strongly encouraging suburban school districts to 
use a local income tax: 

4 a continued position by Philadelphia's state representatives and senators that Philadelphia 
residents would not pick up to cost of reducing the commuter tax on suburbanites, and 
that the suburbs and/or State would have to pick up a substantial portion of this revenue 
loss: and. 

5. at the outset, opposition by Governor Casey to devoting "new", continuing money from 
the state budget to address the above issues, a stated hostility towards state 
revenue-sharing 9 , and a commitment by the Governor not to rai:e state taxes to 
finance/address some of these problems. 

With these constraints in mind, let us now examine the two political tar bits which have previously 
thwarted local tax reform enthusiasts. 

3.2. Tar Pit 1* Maintaining the Balance between Business and Households Taxes 

To some, tie over reliance on the local property tax in support of education, compared to its being 
more properly supported by a local income tax, might mean that business was paying too high a 
share of school taxes, and households too low a share of school taxes under current law. On thr 
other hand, realistic state politicians have observed that the desired shift to personal income taxes from 



Article VIII Section I ot thr Pennsylvania Constitution iequirev "All taxes shall be timtaim \\\mm\ iIm Hjk^ «»' 

subjects, within the territorial limits of the authority levying the tax. anil shall be levied and lolhucd umhi eenuiil " 

Q The Governor announced his opposition to state re enue sharing at the first meeting ol tin* Owmiwioii riik w.*s 

personally disappointing to the author, who had been responsible for enactment ol federal u*vuuif sharing some m-his aco 
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property taxes would never voluntarily occur at school board meetings once elected board member 
discovered that absentee plant owners would reap what were described as "windfalls." 

Over the years a variety of ingenious tax policies were constructed to ensure that, at least in the 
aggregate, the calculated business share of state and local taxes would remain the same nftei 
enactment of some sort of local tax reform package that would replace school propertv taxes with 
income taxes. For example, under a mid-1980 v s proposal, the mandatory movement to a local income 
tax would be accompanied by an increase in the state sales tax which would be shared back to school 
districts in proportion to the loss in business property taxes. Since it was estimated that 30^ of the 
sales tax is paid by business, and the 30% figure corresponds to what was known about the business 
property tax burden state-wide, one could create and distribute a state-wide pot that would address the 
first problem without violating the uniformity clause of the Constitution. 

Unfortunately, this idea violated the Governor's constraint of no new statf* taxes, and violated the 
Governor's constraint of no state revenue sharing. 

We may focus the issue of maintaining the balance between business and non-business share of the 
property tax with a bit of notation and two simple equations. The first equation says that the old ta\ 
system and the new tax system must bring in the same amount of money, and the second equation 
says that share of total locrl taxes paid by business must be the same under the old and new system 



where: 

t is the property tax rate, 

T is the total assessed base, 

1 and 2 denote old and new law. 

Wage and Occupation are the earned income and occupation taxes. 
R is total revenue, 

Y is the personal income tax base, and 

tp is the personal income tax rate that would be solved for to be 
revenue-neutral. 

The assessed base, T, could differ under old and new law if, for example, a homestead exemption 
were enacted to reduce reliance on the property tax. 
The balance requirement, per se. is found in the equation below: 



tj * Tj 4- Wage + Occupation = R = t 2 * T 2 + t p * Y (1) 



(tj * Bj) / R « (t 2 ♦Bp / R 



(2) 



ERLC 




7 

where B is the business property tax base in the old and new systems 

If local tax reform were to mean just trading the earned income and occupation taxes for a personal 
income tax. then t,= t 2 . and t p - (Wage + Occupation) / Y. It follows, if t, = t„. that (2) 
satisfied automatically since the millage rate and B are unaffected by this definition o< reform 

If. however, one seeks to reduce property taxes as a percentage of R, then the matter becomes 
more complex, and one in effect needs to calculate a third equation which compares t,T,/R to some 
criterion percentage. For many school districts the current reliance on the property tax is 9()'V w 
more. 

Two approaches to reducing the reliance on the property tax for school finance suggest themselves 
I] some form of a homestead exemption or general per property exemption that would differentials 
affect residential property, or 2] a "split rate" or classified approach which would allow the residential 
property tax rate to be reduced while the business property tax rate remained constant. Under the 
second approach, it is easy to see that (2) would be maintained because the millages would be 
specific to business and could be chosen to guarantee (2) would be honored. 

Under the first, homestead-exemption approach, it is less obvious how (2) would be maintained B\ 
providing a $10,000 or $20,000 per property exemption, subject to a 20% maximum reduction pei 
property, one can easily reduce residential property taxes and reduce the overall reliance on the . 
property tax to finance schools. Recall that for business properties, which are typically quite valuable, 
a $15,000 exemption will lead to a small percentage reduction in tax at the old millage In order in 
ensure that (2) is honored, the new millage needs to increase slightly to offset the impact of the 
exemption for business. In effect, one is merely solving (I) and (2) for two unknowns: the ne\* 
millage rate and the new personal income tax rate given a decline in assessed base as a result of the 
homestead exemption. Whether or not the movement to the personal income tax is large enough In 
get the overall reliance on the property tax to an acceptable level is an empirical question that can 
only be answered through trial and error with actual data. 

An analysis of data for Allgheny County sheds some light on this issue. Table 3-1 below displays 
for the major school districts in Allgheny County the major components of their own-source taxes in 
1985-6. It indicates that property taxes were 80 to 90% of local taxes with the notable exception nl 
Pittsburgh School District which raised only 60% of its local taxes in the form of property rmcs 
Note also that non-residential property taxes varied considerably in importance: from a low of <) in 
a high of 49,7%. 

Were a $10,000 improvements exemption enacted, the percapita taxes eliminated, and the local rage 
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Currant Lav Tixts Analysis 
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tax replaced by a local income tax, residential property taxes would fall considerably, and the level of 
reliance would be no more than 81% (See Column [I] in Table 3-2) and as low as 521 in the case 
of Pittsburgh. Local income tax rates would typically be from .9 to 1.25%. Note that in order to 
satisfy the various constraints, millages would have to go up, typically by 2 to 4%. We ree from 
this analysis that it is feasible to shift reliance from the local property tax to a local income tax 
residential property taxes are reduced by 15 to 40% in the process. 

3.3. Political Tar Pit 2: Reducing the Philadelphia Commuter Tax and Getting noi-Philadclphians in 
Pay for the Revenue Loss 
To many a commuter tax rate of 4.31*5% imposed on earned income must surelv exceed the tail 
value of services consumed by commuters who work in Philadelphia. Moreover, the Io«k of I50.(XK> 
jobs to the suburbs as a result of this tax surely should encourage Philadelphians to lower the inic 
Unfortunately, this analysis ignores the small matter of how to make up the lost revenues should the 
commuter tax be reduced. 

3.3.1. Some Background 

In 1932, State Representative Sterling of Philadelphia succeeded in enacting separate taxing authorit\ 
for Philadelphia that permitted Philadelphia to do essentially whatever it wished to raise revenues 10 
The most pronounced and now hated feature of the Sterling Act, as it interacts with the laws which 
allow the suburbs to levy 1% wage taxes, has been the practical result that suburbs can not dcrhr 
any wage taxes from their residents who commute until the suburban rate of uage tax exceed^ 
Philadelphia's commuter tax rate. In effect. Philadelphia has always had first claim on a tax on 
commuters wages. 

Since Philadelphia's suburbs have been historically limited to a combined municipal-school distrid 
wage tax rate of 1%, since there has been a substantial commuter inflow from the suburbs into tin- 
City over the years, and since the City has taxed commuters at a rate since 1966 of at least 2* 
suburban school districts and municipalities have been essentially precluded from levying a wage tax .*« 
all. Suburban school districts which have been rapidly growing over the years have reached their state 
millage limits and in some instances had to ask their residents to make charitable contributions to the 
districts in order to provide the level of educational services which are being demanded 



Act 45 ot 1932 stated: * the City of WiHadelphia may lev> such taxes toi general ptn noses a< ii ihiw iiiiiks on j^-isons 
iiansacltons. occupation*, privileges, and subjects within the City " 
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Table 3-2: Impact of $10,000 Improvements Exemption on Allgeheny County School 

Districts 



Rofora Tax Structure Analysis 
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.4% 
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2 AvoDworth 


2 ,725 , 339 


901 


,014 


3,424,353 


-14 


.1% 


1 


.02% 


9 


.4% 


75 


.2% 


4.0% 


4 Baldwin Whitoh 


10 ,915,134 


3,747 


,471 


14,442,007 


-14 


.9% 


0 


.94% 


11 


.4% 


74 


.3% 


3.0% 


5 aothol Park 


12,521,539 


3,449 


,943 


14,371,503 


-14 


.9% 


0 


.95% 


21 


.3% 


74 


.»% 


1.9% 


4 Brontvood 


2,490,490 


1,004 


,094 


3,494,549 


-20 


.0% 


1 


.04% 


14 


.4% 


72 


.4% 


4.3% 


7 Carlytoa 


4,407,912 


1,337 


,442 


5,745,424 


-17 


.9% 


0 


.44% 


27 


.4% 


74 


.7% 


5.0% 


• Chartiors Vail 


4,911,104 


3,045 


,059 


12,024,145 


-14 


.9% 


1 


.03% 


24 


.2% 


74 


.7% 


2.5% 


0 Clairtoa 


1,444,205 


917 


,742 


2,543,947 


-39 


.5% 


1 


.55% 


24 


.3% 


44 


.2% 


7.1% 
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3,452,773 


742 


,454 


4,235,227 


-25 


.9% 


1 


.34% 


49 


.7% 


41 


.5% 


2.7% 


2 Door Lakos 


2,997,272 


1,214 


,430 


4,213,902 


-22 


.4% 


1 


.05% 


13 


.4% 


71 


.1% 


4.7% 


3 Duquosno 


1,432,944 


439 


,243 


2,272,244 


-41 


.1% 


1 


.72% 


40 


.5% 


71 


.9% 


2.5% 
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4,441,591 


1,712 


,934 


4,154,527 


-27 


.4% 


1 


.34% 


27 


.0% 


72 


.2% 


3.1% 
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4,337,004 


1,350 


,757 


5,447,745 


-14 


.4% 


0 


.77% 


17 


.7% 


74 


.3% 


15.2% 
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3,097 


,301 
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-9 


.4% 


0 


.54% 


20 


.5% 


79 


.)% 
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-11 


.5% 
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.05% 


14 
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74 


.4% 
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5,293,720 
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,199 
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-24 


.4% 


1 


.23% 


21 


.2% 


70 


.4% 


5.5% 


2 Koystono Oaks 


7,502,004 


2,133 


,533 


9,435,539 


-19 


.7% 


0 


.97% 


34 


.7% 


77 


.9% 


1.4% 


I AcRoosport 


4,941,540 


3,479 


,311 


10,420,491 


-29 


.3% 


1 


.39% 


17 


.4% 


44 


.4% 


4.1% 


• Monroovillo-Ga 


13,304,413 


3,941 


,300 


17,245,712 


-14 


.4% 


1 


.15% 


41 


.4% 


77 


.0% 


1.0% 


4 Montour 


4,159,491 


2,024 


,204 


10,144,099 


-17 


.5% 


0 


.44% 


35 


.0% 


40 


.1% 


1.4% 


5 Noon 


7,924,330 


2,425 


,345 


10,553,495 


-15 


.3% 


1 


.07% 


27 


.90 


75 


.1% 


2.7% 


4 lit Lobanon 


14,731,254 


4,427 


,742 


21,159,040 


-10 


.5% 


0 


.74% 


10 


.4% 


79 


.1% 


2.4% 


7 lorta Allofhon 


15,004,450 


4,412 


,550 


20,219,400 


-9 


.7% 


0 


.40% 


15 


.4% 


74 


.2% 


2.4% 


• aorta Rills 


12,211,942 


4,195 


,357 


14,407,339 


-14 


.5% 


0 


.91% 


25 


.1% 


74 


.4% 


1.9% 


t Borthfato 


3,190,920 


1,212 


,449 


4,403,749 


-19 


.4% 


0 


.99% 


17 


.5% 


72 


.5% 


4.1% 


0 Ponn aills 


13,949,534 


5,031 


,730 


14,941,244 


-21 


.1% 


1 


.05% 


14 


.1% 


73 


.5% 


3.1% 


7 Pittsburgh 


40,140,540 


54,434 


,917 


114,575,497 


-24 


.2% 


1 


.49% 


31 


.2% 


52 


.5% 


1.4% 


1 Plus 


5,414,432 


2,303 


,542 


7,999,994 


-14 


.5% 


0 


.95% 


15 


.5% 


70 


.2% 


3.0% 


2 Quakor Valloy 


5,444,491 


1,503 


344 


7,391,459 


-4 


.7% 


0 


.59% 


13 


.4% 


79 


.7% 


4.0% 


3 Rivorviow 


3,095,120 


757 


504 


3,452,424 


-14 


.7% 


0 


.74% 


24 


2% 


40 


.3% 


4.4% 


4 Shalor 


11,104,001 


3,901 


040 


15,009,041 


-14 


.5% 


0 


.94% 


11 


.4% 


74 


.0% 


5.3% 


S South Alloghon 


1,922,522 


1,115 


449 


3,034,411 


-30 


.9% 


1 


.24% 


9 


5% 


43 


.3% 


5.9% 


4 South Fayotto 


2,397,445 


002 


,434 


3,200,244 


-10 


.4% 


0 


.9'% 


23 


5% 


74 


.9% 


4.1% 


7 South Park 


3,445,774 


1,199 


305 


4,445,041 


-14 


.0% 


0 


.49% 


9 


3% 


74 


.3% 


5.9% 


1 Stool Valloy 


4,404,024 


1,702 


041 


4,590,047 


-20 


2% 


1 


.39% 


24 


3% 


73 


.0% 


3.7% 


1 Sto-Rox 


2,052,225 


* , 206, 


453 


4,134,474 


-31 


0% 


1 


.34% 


24 


7% 


44 


9% 


7.0% 


2 Uppor St Clair 


11,913,322 


2,917 


071 


14,430,393 


-0 


0% 


0 


.72% 


12 


3% 


40 


.3% 


0.7% 


3 Wost Alloghony 


4,191,750 


1,133 


722 


5,325,472 


-23 


.3% 


0 


.45% 


43 


4% 


74 


.7% 


2.4% 


4 Wost Jofforson 


5,355,939 


2,324, 


444 


7,442,347 


-10 


4% 


1 


.21% 


21 


4% 


49 


7% 


2.4% 


5 Wost Mifflin 


0,440,117 


2,931, 


421 


11,379,739 


-25 


5% 


1 


.52% 


39. 


3% 


74 


2% 


0.9% 


4 Wilkinsburgh 


3 .440,944 


1,573, 


973 


5,454,959 


-25 


1% 


0 


.99% 


24 


3% 


71 


1% 


5.4% 


woodland Rills 


15,994,404 


5.574, 


623 


21,571,029 


-21 


5% 


1 


.00% 


23. 


3% 


74 


1% 


3.4% 
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Any time assessment reform or more broadly local tax reform has been discussed in Pennsylvania 
legislators in South Eastern Pennsylvania have created a roadolock. In particular, the political pikr 
that South Eastern 'Pennsylvania has placed on allowing local tax reform for the rest of the state to 
happen has been that there must be a solution to the commuter tax problem in Philadelphia In 
particular, Philadelphia's state legislators have insisted that the revenue loss from cutting the commutet 
tax be borne be paid for by those outside Philadelphia. Given the sizable representation of the 
Philadelphia delegation in the General Assembly, this has been an impossible hurdle to overcome. 

No-one should underestimate the anger suburbanites feel for having to pay 4.3125% of theii 
earnings to Philadelphia, or the adverse economic effect it has had in the last decade of chasing 
employers and employees out of Philadelphia to the suburbs. 11 The issue not onl> invohr< Ihr 
matter of double taxation, but also differences in political affiliation and race Philadelphia's suburb* 
are predominantly white and Republican while the City is predominantly Democratic and black 

Some elementary fiscal arithmetic will define the size of the hurdle, or depth of this second political 
tar pit. About 40% of Philadelphia's wage tax receipts are from non-residents. Also. 1/3 T the non 
residents are from New Jersey and Delaware. 12 To get the commuter tax rate down from 4.3125% to 
3.0%. an oft-described definition of commuter tax reform by suburban legislators, involves a revenue 
loss to Philadelphia of about $90 million at 1985 levels. Suburbanites in -Pennsylvania obviously do 
not want to pay the $90 million, especially since 1/3 of that should be paid by those from New 
Jersey and Delaware. There is, however, no practical constitutional way at the local level to recovci 
that amount from New Jjrsey and Delaware once Philadelphia lowers its commuter tax on them. 

The way out of this tar pit most often discussed involves some form of state assistance to finance 
the commuter ;ax reduction; however, legislators from outside South Eastern Pennsylvania alwav« insist 
that the funds flow broadly from Harrisburg. and not just to the Philadelphia metropolitan area 

A bit more fiscal arithmetic shows that finding enough state dollars to reduce the commuter tax 
non-trivial if it is done state-wide. Philadelphia has about 12% of the state's populalion. received 
19% of the total local allocation per year through General Revenue Sharing formula, and gets 19'V 
out of a state formula that redistributes property tax levies on public utilities To get S90 million lo 



For example. Robert Inmaiin|l<)K7| estimates that over a 15 year nerioi Philadelphia lost 150,000 jobs us a hmiIi ol Hi. 
commute! tax 

12 

See Studies in Local Tax Reform Issues in Pennsylvania. School of Urban ami PuWh Admit CmnetM* M<*M<«n limit ism* 
Mat. I98X 
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Philadelphia via the General Revenue Sharing formula wouid require a state-wide pot of $90 
million/. 19 or $473 million in 1985 dollar*. If one were to use a population-based formula. Hie si/*- 
of the state-wide pot would grow to $750 million in 1985 dollars ($90 million/. 12 =$750 million) 
which would be over one additional percentage point on the state sales tax Either approach violated 
the Governor's constraint of no state-revenue sharing and would require a state tax increase which In- 
also opposed. 

3.3.2. Various Approaches in the 1987 Local Tax Reform Commission Report 

During the life of the Local Tax Reform Commission, the Philadelphia commuter tax problem uas 
easily the most divisive and complicated issue that was dealt with. In the spirit of compromise. ;» 
menu was generated of three solutions from which Governor Casey and the Special Session of tho 
General Assembly could choose from. 

The first solution, which was favored by the largest plurality of Commission members, created a 
regional sales tax solution to the problem that was, in my view, facially unconstitutional. 1 -* This did 
not faze the state legislators on the Commission who supported it; as lawyers and state legislators thc\ 
evidently took the view that whac is unconstitutional is what the Pennsylvania Supreme Court savs is 
unconstitutional, and with some push and luck, things might work out. 

A second solution, devised by the author, enabled the suburban counties to impose an income tax 
and enabled Philadelphia 1] to ievy a "regional amenities fee" upon the suburban county government 
not to exceed .0008 of the taxable income of suburban county residents. Proceeds of the fee would 
be used to reduce the commuter tax. This option, while clearly constitutional, was exceedingly 
unpopular with elected officials outside of Philadelphia. 

A third solution, favored by &e Governor, created a tax credit onlly for suburban Philadelphia's 
commuters against their State income tax liability. Everyone, including the General Counsel to tho 
Governor, ultimately realized this approach would violate the Commonwealth's uniformity clause, 
because of its limited geographic benefit as contrasted with the state-wide tax. After submission of 
the Report, this solution ceased being of interest to anyone. 



Sec my dissent at tootnoie }\ of the Final Repot t of the Pennsylvania fjocal Tax Reform Commission 
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4. Act 145: Enacted Solutions to the Business- Household Balance and Philadelphia 
Commuter Tax Problems 

Retelling the complete history of how the Pennsylvania General Assembly actually passed local tn\ 
.reform is well beyond the scope of this paper. There simply is not enough space or time. Suffice H 
to say it was one of the remerkable and surprising turn of events one could have ever predicted in 
fiscal politics. Much credit lies with Governor Casey's fortitude and flexibility, and the willingness of 
retiring Senate Majority Leader, Jack Stauffer to push his Republican colleagues to do something 
constructive. Perhaps the fact that both political leaders had serious heart attacks and major bypass 
surgery after the passage of the 1987-8 budget augured for final passage: Stauffer suffered his heaii 
attach in July of 1987, and Casey his in October of 1987. 

In any event, what is of interest here is the nature of the solutions whicN moved local tax reform 
out of the General Assembly and to the electorate. 

4.1. Out of Tar Pit I: Maintaining the Business-Household Balance Post Tax Reform 

In the course of enacting Act 145, both types of solutions to the problem of maintaining business 
share of local taxes were successfully voted on. The House initially passed a split rate approach, but 
managed to write language which would have allowed localities to actually increase the propertv tax 
rate on business rather than simply lowering the property tax rate on households and increasing the 
personal income tax. This "technical error" did not go unnoticed by the business community, and 
angry letters were sent to the various House "and Senate leadership groups. 

The Senate, both in majority caucus and subsequently in the special tax reform committee, passed n 
revised and corrected version of the split rate approach which permitted only a reduction in residential 
millage rates to the extent the revenue loss was offset by higher personal income taxes On the flow 
of the Senate, the entire body inexplicably threw out the corrected split rate approach and replaced if 
with a universal homestead exemption. The House then adopted the corrr-itd split rate approach 
which the Senate inexplicably agreed to on the floor of the Senate. 

Opponents of local tax reform made actual implementation of the split rate approach, and 
implementation of the myriad of other features of the legislation, dependent on successful acceptance 
of an amendment to the uniformity clause of the constitution by the general electorate in May, 1V89 
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4.2. Out of Tar Pit 2: Solving the Philadelphia Commuter Tax Problem 

While the solution to the balance issue followed the menu of choices in the Final Report of tlw 
Pennsylvania Local Tax Commission, the gyrations surrounding the commuter tax issue were of a 
different sort. 

The Governor and General Assembly decided not to pick any of the menu items discussed nbo\c 
but tried to solve the problem in other ways. They did so by partially violating one of the original 
constraints, by partially ignoring the fact that the proposed solution would not solve the economic 
problem that the commuter tax had created an J Philadelphia's representatives had avowed to solve. and 
completely violating the no-revenue sharing constraint. 

Act 145 had a number of components: first, about $70 million was found in the state hudget for .t 
revenue sharing program for Philadelphia; the specific \ cle was a $70 million increase in the 
South Eastern Pennsylvania Transit Authority's state payment. Second, county governments state-wide 
were given an optional sales tax, with Philadelphia's rate being allowed to be higher than others, and 
it was hoped that when Philadelphia lev : *d its sales tax. the suburban counties would as well Thh 
was obviously not only wishful thinking about what the Suburbs would do. but also a denial that a 
higher sales tax rate would cause anything but diversion of shopping to the suburban malls to the 
west of Philadelphia, and across the river to Delaware which has no state sales tax. Nonetheless, this 
was acceptable to suburban and city legislators, and they voted for it in the final analysis 

Third, the state agreed to share back on a source-basis some of its 1% of the realty transfer tn\ 
This obviously violated the original no-revtenue sharing constraint as well, but to the Governor's 
credit, he went along with this in the interests of political realise. 

5. into Tar Pit 3: Amending the Pennsylvania Constitution to Allow a Solution to the 
Business Balance Issue 
This bit of modern political history does not have a happy ending as indicated at the outset 
Undoubtedly, the reader must be wondering, how could it be that Pennsylvania's General AssemWv 
never noted as being ahead of the public on any issues since it moved from Philadephia <" 
Harrisburg, would fashion solutions to get out of Tar Pit I & 2. yet have the electorate vote it domi 
3:1 and throw the matter back into the Tar Pit 3 from whence it has yet to emerge? 
There are ten considerations, in retrospect, which probably led to such an overwhelming defeat 
First, it was clear that the public was never educated about why local government needed a nc« 
system of taxation. The media never really properly described how first the federal government and 
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second state government took a walk away from historical commitments to funding education and local 
public services. 

Second, the federal tax reform fever of the 1980 s always meant personal tax cuts, and lh«- 
electorate generally believed that local tax reform would mean more of the same. 

Third, early opinion polls in the fall of 1988 showed it to be in trouble. Governor Case> r«w« 
these polls as severe personal danger signals, and increasingly distanced himself from the referenda 
issue. 

Fourth. >he campaign to pass the constitutional amendment never had plausible empirical data about 
winners and losers, and never effectively made the philosophical arguments for local tax reform. 

Fifth. Act 145 contained a large number of drafting errors and hidden provisions which weio 
divisive and reflected badly on the overall effort. Experienced staff of the House and Senate weir 
excluded from Final drafting, and relative novices were allowed to make decisions which resulted i" 
adverse publicity later on. 

Sixth, those Republican Senators who were opposed to the legislation said they could write a hctto 
bill and urged the electorate to vote this constitutional amendment down in order to be given an 
opportunity to try. Some suspect that the possibility that a Democratic governor would get credit for 
major reform was a consideration which encouraged Republican opposition to it. On the other hand, n 
significant number of House Republicans endorsed the amendment because it meant that in many of 
their districts the widely disliked occupation tax would be eliminated. 

Seventh, the business community got angry at the introduction of classification into the property tax 
system, even though they had been apprised that the "windfall" was politically unacceptable, and *omr 
sort of classification was necessary to stabilize the business share of taxes. Still recovering from the 
massive federal tax increases in the Tax Reform Act of 1986. they took a neutral to negative position 
on the constitutional amendment. 

Eighth, the organized opposition to the amendment began a scare campaign to the effect that tin- 
amendment could easily lead to tax increases. Hearing that it could mean tax increases or pa\iiij: 
one kind of tax instead of another created fear which opponents exploited. 

Ninth, much of the media did not understand the mechanics or need for the legislation as it uas 
very complicated. 

Tenth, and perhaps of penultimate hindsight value is the observation that a short-run commission 
and special session of the legislature are probably the worst vehicles for seeking large-scale. structMrol 
tax reform. While the participants were conversant in Harrisburg because the issues had been debate! 
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for 25 years, the wisdom of the final political compromises was never passed on to the public and 
accepted in any way. The public was simply asked to vote up or down on a constitutional amendment 
which was easy to misconstrue. 

Short run commissions and emergency sessions of legislatures are best at finding emergency 
revenues, and not structuring long-term reform. 

6. Epilogue I: Some Lessons for Other States 
There are a number of things of univer al interest that can be gleaned from all this 
First, replacing the property tax with ability to ray taxes at the local level inevitably \\t\\ raise tin- 
same issue of what happens to the household/business share of local taxes. It seems endemic to thr 
general subject matter. Moreover, it seems unlikely that one can simply shift the burden to 
households and expect that local school boards will go along. As a result, the issue needs to be deal! 
with at the outset. To the extent that state constitutions have no impediment for classification, then the 
solutions outlined above are of immediate value, and one does not have to face the electorate for ?» 
constitutional amendment. 

Second, it seems increasingly likely that big city-suburban-rural fiscal tensions will grow in ?H 
states. It is difficult to envision that school finance reform can be handled in isolation from th< 
problems that general governments face. New York City, Chicago, and Philadelphia and many othn 
cities are now facing substantial operating deficits. Tunneling more state funds into local school 
districts without addressing these central city issues seems fraught witn the risk of paralysis in tin- 
state legislatures. 

Third, the issue of educating broad segments of the population about the philosophic rationales lot 
straightening out local taxing powers is central to public acceptance. To accomplish this, it is 
important to get major sectors to agree ahead of time to avoid getting sandbagged. The Local Ta\ 
Reform Commission was flawed because it did not have business, labor, governmental groups ami 
consumer interests represented, and because the output of the Commission went immediately into th<* 
legislature. Getting communities of interest beyond the political community to accept a set of solution*, 
is. in retrospect, the key failure of the recent Pennsylvania attempt at local tax reform 
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7. Epilogue 2: Implications for Educational Institutions 

To those cloistered in academe, this view from the trenches in Pennsylvania mav appear to Iv 
unrelated to one's own well being. Beware! Even the Chronicle of Higher Education has noted thr 
fall-out of the above travails on Pittsburgh: In avid seuch of revenues. Pittsburgh has begun an 
aggressive attack on tax-exempt institutions. 

Currently, the CLy of Pittsburgh is trying to levy a property tax on the University of Pitisbuigh 
President s week-day residence, the Pitt football stadium and several Pitt hospitals Moreover, the Cit\ 
has threatened that it will levy a gross receipts tax on all federal research grants to the University of 
Pittsburgh and Carnegie-Mellon. 
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